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Lease Rentals and Well Drilling of
Natural-Gas Companies
By Will-A. Clader

Men in the natural-gas industry, having no connection with or
interest in public utilities—free, as it were, from the public-utility
complex—show by their writings that they do not indulge in
accounting self-hypnosis. Expenditures of natural-gas companies
managed by such men are treated in the accounts with a clear
conception of their economic relation. They do not try by book
keeping entries to make money or to reduce or wipe out losses
that have actually occurred. They have always recognized the
fact that, even under the most ingenious and subtle manipulation,
accounting can not be used to create a penny of profit or value.
Some of the holding companies with large interests in public
utilities have entered the natural-gas industry, acquired large
gas deposits, built long transmission pipe lines, in addition to
engaging in the distribution and sale of the gas to industrial,
commercial and domestic consumers. Their philosophy of ac
counting is beginning to appear in the accounts published for
shareholders. The men who made profits in the natural-gas
industry and some of the large gas companies with no public
utility connections know from experience the proper accounting
treatment of expenditures for rentals on unoperated leases and
for well drilling, and they follow sound principles in their account
ing. Certain departures by others from these principles inspire
this article.
In the operation of natural-gas properties it is necessary to
carry a number of leases, often extensive acreage, in reserve to
replace any decline in the production of the wells on lands which
are operated and to meet extra demands of consumers, in addition
to those on which wells are actually drilled and in operation at
any one time. In well settled sections with numerous individual
small land holdings it may be necessary to take a very consider
able number of leases in order to create a development of sub
stantial size. Leases of gas lands represent the foundation of a
natural-gas company’s production. Unoperated reserve lands
provide the only possibility of new production and ensure, in so
far as possible, the continuity of satisfactory gas service.
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Often the acreage is in unproven or doubtful territories and is
held as a protection against competitive development in a particu
lar locality. This policy calls for a large outlay in annual lease
rentals, much of which will never be recovered from the lease on
which it was spent, because, generally, only a small percentage of
acreage leased is finally productive. A company may be well
satisfied, for the time being, with the acreage it holds, but, gener
ally speaking, all natural-gas companies are constantly forced to
take up additional acreage, either to increase their gas reserves
or to protect their proven territory from the encroachment of
others.
The term “lease” as applied to the natural-gas industry is an
agreement between the company and the owner of the land which
grants the company the right to enter upon, drill and operate cer
tain tracts of land under the specified conditions.
Unoperated leases are those upon which no wells have been
drilled, even though these lands may be surrounded by lands upon
which productive wells have been drilled.
Consideration paid for the lease, the cost of obtaining it, the
cost of recording and abstract and legal services for perfecting or
defending title are charged to fixed capital. Customarily, fixed
rentals are paid until a producing well has been completed, when
an annual well rental or a royalty based on production is paid,
whereupon the lease rental ceases, and such payments are charged
currently to expense.
It is not necessary or desirable to drill on every lease—in fact,
some of them may be carried for the entire productive life of the
area without being drilled. However, the fact that a well is not
drilled on a certain lease does not necessarily mean that no gas is
obtained therefrom, as the engineers plan to tap the entire re
sources of the area under lease by a judicious location of wells
throughout the area, and wells on surrounding leases may make it
inadvisable to drill on a given lease.
In the normal operation of a fully-developed natural gas prop
erty there will always be a regular expenditure for lease rentals,
and this expenditure will remain fairly constant as long as the
volume of production is maintained, since new leases will be taken
to insure a continuous supply of gas. If no new leases are taken,
the volume of production will gradually drop, as the producing
area is exhausted. In that case there will be a reduction in lease
rentals and a reduction in revenues.
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The general accounting practice in both the petroleum and
natural-gas industries has been to charge lease rentals to an
operating-expense account. Such expenditures are regularly
made each year, are nearly uniform in amount from year to year,
and neither add anything to the value of the property nor increase
the volume of production. Apparently the executives and ac
countants of the industry considered it self-evident that lease
rentals were an operating expense for I have been unable to find in
the accounting literature dealing with oil and gas production any
suggestion that any other classification is possible.
In the revised edition of the uniform classification of accounts
for natural-gas companies, prepared by the committee on sta
tistics and accounts of public-utility companies of the National
Association of Railroad and Utilities Commissioners, published in
October, 1931, there is a note after the description of the operating
expense account “rentals on unoperated leases” as follows: “In
certain cases, with the approval of the regulatory commission,
rentals on unoperated leases may be charged to fixed capital.”
This has not been adopted so far in any state accounting orders.
It will be observed that only “in certain cases” the rentals may be
capitalized, and then only “with the approval of the regulatory
commission.” The classification of accounts mentioned is one
“recommended for adoption by state commissions by the said
national association”; but persons in the utility industry who
have gone into the natural-gas industry will probably use their
influence to have various state commissions adopt the innovation.
It is to be expected that the commissions in giving their approval
“in certain cases” will exercise care and insist that the facts and
circumstances warrant any departure from the established prin
ciples.
In Accounting for the Petroleum Industry, by David F. Mor
land and Raymond W. McKee, lease rentals are classified as oper
ating expenses without any further comment. The classification
of accounts prescribed by the West Virginia public-service com
mission provides that rentals on gas leases which are being held
by the gas company for future production of natural gas shall be
charged to an operating expense account, and the same classifica
tion is followed by the Ohio, Oklahoma, Pennsylvania and other
commissions.
I can not find any sound reason to justify an accounting pro
cedure for the recording of lease rentals different from the usual
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practice in the industry. The payment of lease rentals is inci
dental to the operation of a developed natural-gas property and no
additional value accrues to the capital assets on account of such
payments. Where the normal operation of an industry requires
the payment of rentals at regular intervals and the rentals neither
add anything to the value of the property nor increase its produc
tive capacity, it is difficult to see how they could reasonably be
regarded as proper charges to fixed capital or as other than a cur
rent expense.
In those certain cases where lease rentals may be capitalized by
order of a regulatory commission, the total of the rentals plus the
cost of the lease-hold should not exceed the amount at which the
gas can be purchased in the ground at the prevailing current
prices.
The effect of capitalizing lease rentals will be to increase the
amount to charge for depletion as the gas is extracted and sold.
It is necessary to drill new wells at more or less frequent intervals
in order to prevent the volume of production from a fully devel
oped natural-gas property from steadily decreasing over a period
of time. Either by governmental requirement or provision in
individual leases, the company may be called upon to drill an
off-set well or wells, if a well is drilled either by the company itself,
or by another company, within a certain distance from property
lines. Therefore, a natural-gas company may be obliged either to
cancel leases or to drill off-set wells which it does not desire to
drill. The amount of drilling to be done varies with the nature of
the producing fields. In certain sections of Ohio the wells are of
comparatively short life, and almost continuous drilling is neces
sary on developments of any considerable size; whereas in the
West Virginia fields many gas wells last much longer and maintain
a good volume of production for a number of years.
A natural-gas company in drilling a well may get all the way
from no production to billions of cubic feet, with the odds in favor
of the former, although there are localities in West Virginia where
a dry-hole seldom results. A well may produce a fairly constant
volume for an extended period and suddenly, without warning,
cease producing entirely. This uncertainty as to what return will
be realized from the investment in wells is sufficient to hold the
interest of any operator, but when added to this is the investment
in lines, stations and other expensive field equipment, which is
entirely dependent upon production of these wells, then the
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problem becomes one of constant concern. A natural-gas com
pany must take these facts into consideration if it is to present
to its shareholders practical reports and statements of the result
of its operations.
Since the drilling of additional wells on a fully developed prop
erty serves only to maintain production and not to increase it, it
would seem that the cost of such drilling could not properly be
charged to capital account but should be considered as an operat
ing expense. Such an accounting interpretation is permitted by
the treasury department regulations covering the determination
of net income for income-tax purposes and is followed by many
natural-gas producing companies in keeping their accounts.
In the producing fields where the wells are of short life it is
undoubtedly the better practice to charge all drilling costs, after
normal production is reached, to operating expenses, as it is neces
sary to drill every year in order to maintain production and the
value of the fixed capital is not increased thereby. This is true
of both productive and non-productive well drilling.
In the producing fields where the wells are of long life, drilling
operations are not always carried on at a uniform rate and it may
not be necessary to drill additional wells every year. The longer
life of the wells serves to make the expense of drilling producing
wells applicable to a number of years, and there is good reason in
such cases to consider the cost of productive well drilling as a
proper charge to fixed capital, to be recovered through annual
provisions for depletion.
The cost of non-productive well drilling after the development
period, however, is generally regarded as an expense. The drill
ing of non-productive wells, sometimes called dry-holes, adds
nothing to the fixed capital or its value and, in fact, is not only a
loss in itself but often results in a reduction in the apparent value
of the development as a whole. The cost of a dry-hole represents
an unavoidable and definite loss resulting from the speculative
nature of the industry, and it has been frankly recognized as such
in the generally accepted accounting procedure in the industry.
Not only do the producing gas companies which are not public
utilities charge the cost of non-productive well drilling to operating
expenses, but the same classification is prescribed by most of the
public-service commissions, which have prescribed systems of
accounts for natural-gas utilities, as stated before. The uniform
classification of accounts for natural-gas companies recommended
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by the National Association of Railroad and Utilities Commission
ers provides that “the cost of labor employed, materials and
supplies consumed and the expenses incurred by the utility in
drilling for gas which results in dry holes or non-productive wells ”
shall be charged to “non-productive well drilling expense’’ in the
“suspense” group of accounts in the balance-sheet, and that “the
losses registered in this account shall be amortized over a period of
years by charges to account ‘extraordinary retirements.’” The
latter account is considered in the classification to be an operating
expense. This accounting procedure recognizes the nature of the
expense but provides for spreading the loss over a period in order
to obtain an income account useful in the determination of utility
rates, which would not be either necessary or advisable in the case
of a non-utility company.
One of the largest owners of natural-gas properties considers
and treats costs of all well drilling, productive as well as non
productive, as an expense in the current year.
Operation of a large number of small property units, such as
wells and well lines, produces a volume of abandonment items,
probably unknown to any other industry. As production de
creases to a point where gas is not produced in paying quantities,
the production unit and the connecting line must be abandoned
and the material salvaged.
The usual accounting practice in both the oil and natural-gas
industries is to charge off the cost of dry-holes as soon as they are
abandoned.
The cost of intangible items, such as drilling labor, teaming and
freight, at the election of the company, may be capitalized or may
be charged to expenses in income-tax practice. An election once
made, however, establishes the practice to be followed in all
subsequent years. If such items are charged to capital, they
become subject to depletion in the same manner as leasehold costs
are depleted.
Upon retirement of property, the leasehold cost plus the cost of
equipment, including intangibles if capitalized, less accumulated
depletion and depreciation sustained and less salvage value is the
amount of loss upon retirement. This loss should be charged
against an appropriate expense account.
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